


Executive Summary

“... many highly compensated
employees expect the maximum
tax rates to rise in the future.
... the Roth 401(k) may be

an ideal planning tool for

these individuals...”

— David Wray, president
of the Profit Sharing/401(k)
Council of America (PSCA)*

Primary Conclusions

There were more than 400 new tax rules in the Economic Growth and Tax
Relief Reconciliation Act of 2001 (EGTRRA). But one of the most critical
and somewhat overlooked was the Roth 401(k). At a time when Americans
have accumulated trillions of dollars in retirement assets that will inevitably
be taxed, the Roth 401(k) opens the door to tax-free retirement income.

The Roth 401(k), which first became available in 2006, is similar to the
Roth IRA in that it allows after-tax contributions to fund tax-free income.
However, the Roth 401 (k) rules allow for dramatically higher annual
contribution amounts than the Roth IRA — up to $22,000 in the 2010 tax
year vs. just $6,000. Under the regulations, Roth contributions can be made
to a new or existing 401(k) plan either as a substitute for or complement to
pre-tax contributions.

While Roth 401(k) contributions may hold appeal for millions of investors,
perhaps no group will be more interested than high-income earners and
proprietors of owner-only businesses. That’s because, unlike the Roth IRA,
there are no income limits on investors who want to make annual Roth 401 (k)
contributions. In addition, the Roth 401 (k) can be a highly effective estate planning
tool, potentially helping to stretch assets and minimize taxes for decades.

Why might proprietors of owner-only businesses, in particular, take note of
this valuable new opportunity? Simply put, the combination of high contribution
limits and tax-free income could provide a valuable new tool to expand and
diversify their retirement portfolios. It can help protect against potential tax
increases at retirement and build a nest egg that could be passed on tax-free to
heirs. Of the more than 65% of business owners who say that the business is
their primary source of income, nearly a third are age 55 or older. The Small
Business Administration reports that small-business owners are among those
most likely to overlook retirement planning, in many cases resting their
hopes on the sale of their business to fund their long-term financial needs.!

This paper examines key details of Roth 401(k) contributions, compares

them with other retirement savings options, and analyzes the factors that
will impact the decision to make Roth 401 (k) contributions — all with a

particular emphasis on the owner-only business.

*Pioneer Funds Distributor, Inc. is not affiliated with the Profit Sharing/401(k) Council of America.

Roth contributions help protect investors from tax risk, essentially locking in today’s historically low federal tax rates, and may result in less taxes paid

overall than pre-tax contributions.

for tax-free income when they retire.
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The Roth 401(k) offers potential advantages for all retirement savers, but particularly high-income earners and proprietors of owner-only businesses.

Unlike the Roth IRA, the Roth 401(k) imposes no income restrictions for eligibility. For annual contributions this may be the best opportunity high-
income earners have to accumulate assets for tax-free income later on.

For a 55-year-old incorporated business owner with $100,000 of W-2 income, maximum contributions to a 401(k) plan, including Roth contributions,
total $47,000 in 2010, compared with maximum SEP-IRA contributions of $25,000.

Roth 401(k) assets can be rolled into a Roth IRA, which is not subject to mandatory distribution requirements at age 70%.This allows greater growth
potential and the ability to establish a tax-free legacy for multiple generations.

A key decision investors and their tax advisors need to make before choosing a Roth 401 (k) is whether they are willing to pay taxes now in exchange

The Pension Protection Act of 2006 made the Roth 401(k) permanent.



Expanding Retirement
Savings Opportunities
for Small-Business
Owners

Exhibit 1:
Comparing Contribution Limits — 2010
Owner-Only
SEP-IRA 401(k)

Employer
Contribution Limit $25,000  $25,000
(25% of AGI)

Employee Salary
Deferral Limit
(Roth or pre-tax)

N/A $16,500

Can be any combination of

Roth or pre-tax contributions.

Employee

Catch-Up N/A $5,500
Contribution

Limit (50 or older)

Total Contribution $25,000  $47,000

Assumes 55-year-old proprietor of owner-only
business with $100,000 of W-2 income. Early
withdrawals are subject to a 10% penalty as
well as regular income taxes.

Thanks to earlier provisions of EGTRRA, proprietors of owner-only businesses
have had the option of establishing an owner-only 401(k) plan since 2002.
These plans offer a potentially attractive alternative to traditional retirement
plans particularly for business owners who want to maximize their tax
deduction and diversify assets outside of their business.

Operating just like a large corporate 401 (k) plan — but with lower costs
and fewer administrative requirements — an owner-only 401(k) plan
allows the business owner as “employee” to defer up to $16,500 of salary

in 2010. Individuals age 50 or older can make another $5,500 in so-called
catch-up contributions. (These limits are subject to inflation adjustments.)

In addition, the “employer” can make tax-deductible contributions of up to
25% of the employee’s earned income. In total, employer and employee annual
contributions can reach as high as $49,000 ($54,500 if age 50 or older)? or
100% of earned income, whichever is less. Contributions are discretionary
in any given year, and unlike with SEP-IRAs, business owners may take tax- and
penalty-free loans from the account — up to the lesser of $50,000 or 50%
of their account balance.

EGTRRA’s Roth 401 (k) provision allows business owners to direct a portion
or all of their employee deferrals to an account established to provide tax-free
income in retirement. The difference with these contributions is that they are
made in after-tax dollars rather than pre-tax dollars. Note that Roth contri-
butions are irrevocable; once they are allocated to a Roth 401(k) account,
they cannot be shifted to a pre-tax account. The tax-deductible employer
contributions will continue to be made to the pre-tax account.

“Qualified” — i.e., tax-free — distributions from the Roth account will be
allowed only in the cases of death, disability or attainment of age 59%: as long as
it has been at least five years since the initial Roth 401(k) contribution was made.

Finally, Roth 401 (k) accounts can be rolled into other Roth 401(k)s or Roth IRAs.

How Does the Roth 401 (k) Stack Up Against Other Retirement Accounts?

Whether it’s for a business owner evaluating retirement plan options or a
high-income earner considering tax-advantaged retirement programs, the
Roth 401(k) offers numerous potential advantages.

Versus other employer plans: Consider first how the Roth 401 (k) might
complement a retirement investing strategy already in place using either
an owner-only 401(k) plan or a SEP-IRA. For example, by splitting
contributions between a pre-tax and Roth account, a business owner can
reduce tax obligations now and plan for tax-free income in the future. The
owner-only 401(k) plan is the only type of plan designed for owner-only
businesses that allows both Roth and pre-tax contributions.

Total contributions are also higher using an owner-only 401(k) plan than a
SEP-IRA (see Exhibit 1 below). For example, consider the case of a 55-year-old
proprietor of an owner-only business with $100,000 of W-2 income. With a
SEP-IRA, he would be able to contribute a maximum of $25,000 to his
account. In the owner-only 401(k), he could contribute $22,000 to his Roth
account and another $25,000 to his pre-tax account, for a total contribution
of $47,000.
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Exhibit 2:
An Income-Tax-Free Legacy

An owner-only 401(k) can also be used in conjunction with a SEP-IRA’
or defined benefit plan. A business owner can make the employee deferral
to the Roth 401(k) account while continuing to make the employer’s

Used in conjunction with a Roth IRA,
tax-deductible contribution to the SEP-IRA or defined benefit plan.

a Roth 401 (k) can become a powerful
estate planning tool for three simple Versus Roth IRAs: The Roth 401(k) also offers advantages over the Roth
1CASONS: IRA. In addition to the substantially higher allowable contribution
Roth 401(k) accounts can be amounts — in 2010, a maximum of $22,000 versus $6,000, respectively —
rolled over into Roth IRAs. the Roth 401(k) does not impose income limitations to determine investor
eligibility. By contrast, with the Roth IRA eligibility phases out for single
filers whose adjusted gross income is between $105,000 and $120,000 and
for married taxpayers earning between $167,000 and $177,000. Still, if

you do qualify for a Roth IRA, contributions to that existing account can

Roth IRAs have no minimum
distribution requirements at age

70% for the original owner.

Roth IRAs can be passed on
to heirs while maintaining their
tax-free status.

continue even if you make Roth 401 (k) contributions, thereby increasing
your potential Roth savings to $28,000.

Consider Exhibit 2, which illustrates
the “stretch” benefits of accumulating
wealth through a Roth 401(k), rolling
it over into a Roth IRA and passing

it on to heirs tax-free.

The Power of Combining Roths: Estate Planning
Roth IRA — Maximize Your Legacy

John retires in 2007 at age 67 and rolls his $200,000 in plan assets into a Traditional IRA. He lets it grow untouched until it’s time to start

taking Required Minimum Distributions (RMDs) in 2010. In total, he receives $42,454 in after-tax income before dying in 2015. His wife, Susan,
assumes the IRA and begins taking RMDs. In 2024, Susan passes away and her son David inherits the account. In total, Susan received $85,035
in after-tax income. Until his death, David receives annual distributions totaling $286,885 in after-tax income. Finally, David’s daughter Amy inherits
the account and continues to receive distributions until the account is depleted. Amy receives $178,014 in after-tax income. In total, the rollover
provides $592,388 in after-tax income across three generations. But what if you could “power-up” the stretch strategy with a Roth IRA?

In 2007, if John chose to convert to a Roth IRA, his beneficiaries would receive an additional $330,139 in after-tax income - even after withholding
$50,000 from the conversion amount for federal income tax purposes, resulting in a starting Roth IRA value of $150,000. Unlike the Traditional IRA,
The Roth IRA is not subject to RMDs during John and Susan’s lifetimes. More importantly, the distributions to John’s beneficiaries would be tax and
penalty free because they are considered “qualified withdrawals”. (The Roth IRA was established for at least five years and the distributions were
received as a result of John’s death.)

This hypothetical example is for

illustration only and is not meant to After-Tax Distributions
imply or assure the performance of =
any investment. Assumes a 6% annual ——— = Traditional Stretch Strategy Roth Stretch Strategy
return compounded annually and a ’ . . .
- " John rolls over to IRA Amy (granddaughter) inherits IRA — continues
AR EDEEES dl s $60,000 receiving RMD (Traditional & Roth IRA)
The hypothetical example does not $50.000 John begins RMD (Traditional IRA only) *
take into account the effects of ’ ) -
inflation, which would erode the $40,000 Susan assumes IRA — contln.ues RMD. (Tra.dmonal IRA orlly)
purchasing power of the IRA over time. David (son) inherits IRA — receives
$30,000 RMD (Traditional & Roth IRA)
There can be no assurance that
current tax laws and IRS rules will $20,000
remain constant. The example also
assumes, aside from any required $10,000 v
minimum distributions, that the $0

account originator will have no need
for the money in the IRA either before
or after retirement.

2007 2010 2015 2024 2044
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Decision Point: The
Future of Federal Taxes

Exhibit 3:
When the Sun Sets on Today’s Tax Rates

Scheduled changes in federal tax brackets

as established by the Economic Growth
and Tax Relief Reconciliation Act

2010 2011
35% 39.6%
33% 36%
28% 31%
25% 28%
15% 15%
10% N/A

Tax Policy Aside, Roths
Have a Role Today

In assessing whether a Roth 401 (k) may be right for an investor’s needs,
one of the critical determinants is whether he or she will be in a higher tax
bracket in retirement. If this is likely to be the case, then clearly a strategy
for tax-free income will be of benefit. However, even if an investor’s own
tactics for wealth accumulation don’t seem likely to push him or her into

a higher bracket, consider that tax rates in general may be on the rise.
Therefore, everyone may be in a higher tax bracket in years to come. The result:
The value of qualified assets at retirement depends heavily on federal taxes.

Consider, for example, that EGTRRA — and the lower income tax rates it
ushered in — is currently set to expire after December 31, 2010 (Exhibit 3).
Combine that with an uncertain outlook for Social Security and other enti-
tlement programs, and it seems clear that investors should at least consider
the possibility of higher tax rates at retirement.

“The current income tax rates are the lowest they’ve been since World War
I1,” points out David Wyss, chief economist at Standard & Poor’s. “Overall,
taxes are also the lowest as a share of GDP since that time. Tax burdens have
shifted, with wage taxes [Social Security and Medicare] now bringing in
more revenue than income taxes.”

According to Wyss, the major problem with current tax rates is not how far
the nation’s budget shifts out of balance, but how the nation will fund the
retirement needs of 76 million Baby Boomers. “The problem isn’t so much
financing the current budget deficit as preparing for the jump in govern-
ment spending that will occur when the Baby Boomers begin to retire in a
few years,” he said. “Under current policy, federal spending will rise to 32%
of GDP by 2050, compared with a current level of 19%. There is no way to
fund that spending without significant increases in tax rates.”

David Wray, president of the Profit Sharing/401(k) Council of America
(PSCA), agrees. “What we’ve found is that many highly compensated
employees expect the maximum tax rates to rise in the future. If that indeed
turns out to be the case, then the Roth 401(k) may be an ideal planning tool
for these individuals since Roth provides immunity from tax increases.”

Of course, no one knows for sure where tax rates will land in the future;
however, Roth contributions to a 401(k) plan may be an appropriate choice
for proprietors of owner-only businesses and high-income earners who
want to maximize their contributions, even on the chance that rates remain
at their current, historically low levels.

Consider the scenarios outlined in Exhibit 4, which compares a $22,000
pre-tax contribution with a $22,000 after-tax Roth 401(k) contribution.
No employer contributions apply. The accounts earn 6% annually during
the accumulation phase, which lasts 20 years, and the account holder’s
federal tax rate is 28% during this period. In Scenario 1, the account holder’s
income tax rate falls to 23% at the time of distribution, while it stays the same
in Scenario 2 and rises to 33% in Scenario 3.

The pre-tax 401(k) came out ahead in Scenario 1, in which the account
holder saw his tax rate fall in retirement. The Roth 401(k), on the other
hand, came out ahead when the tax rate rose in retirement.

Pioneer Funds | ROTH 401(K)



Exhibit 5:

Contributing an Equal Amount

Salary Deferral
Contribution

Federal Tax on
Contribution
(pre-paid at 28%)

Account Balance at
Time of Distribution
Based on 6% Annual
Return Over 20 Years

Taxes Paid at Time of
Distribution (28%)
After-Tax Retirement
Income Received

Additional After-Tax
Income

Pre-Tax Roth
401(k) 401(k)
$22,000  $22,000
$0 $8,555*
$70,557  $70,5657
$19,756  $0
$50,801 $70,557
$11,784

This hypothetical example is for illustration only and is
not meant to imply or assure the performance of any
investment. Calculations include an 6% annual return
compounded annually over 20 years and are based on

a hypothetical income tax rate of 28%, excluding standard
deduction and personal exemptions. There can be no
assurance that current tax laws and IRS rules will remain
constant. The example also assumes that the account
originator will have no need for the money before

retirement.

*Please note that the federal tax payment of $8,555 due
on a $22,000 Roth 401(k) salary deferral contribution
will need to be paid out-of-pocket.
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Exhibit 4:
Income Tax Changes at Retirement

Pre-Tax 401 (k) Roth 401(k)
Total Pre-Tax Contribution $22,000 $22,000
Federal Tax on Contribution $0 $6,160
Net Contribution to Plan $22,000 $15,840
Net Account Balance at Time of Distribution

$70,557 $50,801

Based on 6% Annual Return Over 20 Years

Federal Tax Rate at Time of Distribution Net Proceeds Net Proceeds

Scenario 1: Falls to 23% $54,329 $50,801
Scenario 2: Stays at 28% $50,801 $50,801
Scenario 3: Rises to 33% $47,273 $50,801

This hypothetical example is for illustration only and is not meant to imply or assure the performance of
any investment. Calculations include an 6% annual return compounded annually over 20 years and are
based on a hypothetical income tax rate of 28%, excluding standard deduction and personal exemp-
tions. There can be no assurance that current tax laws and IRS rules will remain constant. The example
also assumes that the account originator will have no need for the money before retirement.

Neither account had an advantage when the tax rate stayed the same.
However, in all three scenarios the Roth 401(k) account holder paid only
$6,160 in taxes (on the initial contribution) compared to the pre-tax
401(k), which pays over $23,000 in Scenario 3.

Exhibit 4 assumes that the contribution to the 401(k) plan is reduced by the
amount of taxes paid, while Exhibit 5 assumes that taxes due on the Roth
contribution are paid from another source and do not reduce the contribution
amount. In this scenario, Roth will always result in a larger distribution.
Typically, it is high-income earners who can afford to contribute the maximum
to their 401(k) plan and absorb the tax cost outside of the plan, which is
why Roth 401(k) contributions may be most appealing to these investors.

“Determining whether or not a Roth 401 (k) is right for any particular
investor is essentially a tax planning issue,” said the PSCA’s Wray. “With the
arrival of the Roth 401(k) the question you really have to ask yourself now
is ‘Does it makes more sense to pay taxes now or later?”” However, for investors
who can afford to set aside the maximum contribution amounts, the Roth
401(k) may be a clear chance to build wealth while saving tax dollars in
the long run.

Pension Protection Act Permanently Extends Roth Contributions

The Pension Protection Act of 2006 made the ability to make Roth contri-
butions to 401(k) plans permanent. What impact did this have on inves-
tors? They can continue to make after-tax contributions ensuring a source
for potentially tax-free retirement income. This means potential benefits
for high-income investors and younger workers, but even if retirement is
on the horizon Roth may still be a beneficial choice.



Conclusion

Starting in 2010, the $100,000 income limit on conversions to Roth IRAs
is eliminated.

The Tax Increase Prevention and Reconciliation Act (TIPRA) of 2005
eliminates the $100,000 household Modified Adjusted Gross Income (MAGI)
limitation on conversions to Roth IRAs, as well as the restriction that
married couples filing separately are not eligible to convert to a Roth IRA.

Starting in 2010, anyone with an IRA (including Traditional, Rollover, SEP
and SIMPLE IRAs °) is eligible to convert to a Roth IRA. Even a former
employer’s retirement plan (e.g. 401(k), profit sharing, and 403(b)) is eligible
to be converted to a Roth IRA.

For 2010 Roth conversions only - the taxable conversion amount will automati-
cally be divided equally between 2011 and 2012, with one-half of the taxable
conversion taxed as ordinary income for 2011 and the other half of the taxable
conversion taxed as ordinary income for 2012, unless you elect to include the
entire taxable portion of conversion in income for 2010. For subsequent
years, the entire taxable amount of the conversion mount is includible in
income for the year of conversion.

For conversions in 2011 and beyond, the taxable conversion amount is
typically taxed as ordinary income for the year of conversion.

Today’s investors, especially high-income earners and proprietors of owner-
only businesses, face a number of competing financial priorities, including tax
management and retirement and estate planning.

Adding Roth contributions to an owner-only 401(k) can potentially become
a sole proprietor’s winning strategy for long-term success. The combination
of employer and employee contributions will allow the business owner to
maximize investment dollars in order to accumulate a nest egg that generates
tax-free income and that can be passed along as a valuable and lasting tax-free
legacy to heirs.
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